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Incentives and bureaucratic
burdens conundru!

2 /by Ricardo Barcelona

ASIAN CAPITAL MARKETS

exhibit contrasting features. Japan, Hong Kong
and Singapore score high on attractiveness,
economic robustness and transparency. In
contrast, China, India and'the VIPs (Vietnam,
Indonesia and the Philippines), while
competitive in economic performance, lag in
overall attractiveness for venture capital and
private equity investors. These are the results of'
a new index developed by the IESE Business
School, Spain! — 2009 top rated business
school globally by 7he Economist.
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I am always intrigued by this question: Why
the contrasting performance in Asia (and

SIS

-
the world)... and what can the laggards do
about it?
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Corruption, bribery, crime and-bureaucratic
burdens are what make the laggards less
attractive to investors. To reyerse their
misfortunes, voters demand the electién of:
honest leaders for deliverance, while bureaucrats
work double time to institute yet more rules
and incentives adding to bureaucratic burdens.
While honest political leaders are always
welcome, integrity alone does not produce
buoyant economies.
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It is not merely honest leaders that result
in sound policies and entrepreneurial culture,

but also the legal framework and how a system is
implemented. Hence, it is not surprising that the
leading Asian markets such as Japan, Singapore and
Hong Kong — none of which are run by “saints” but
by competent political leaders who strictly adhere
to rules. Thus, while honest leaders are trusted, the
ability to verify adherence to rules is what keeps the
system honest and functioning.
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Why bother with venture capital and private
equity?
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Venture capital deals with early stage business,
where seed capital and financing enables business
ideas to blossom. Entrepreneurs are engines of
growth, sources of innovation and employment
creation. As business flourishes, private equity
funds acquisitions and mergers that allow venture
capitalists to realize their gains.
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Scale of economy and its activities fuel
opportunities, with growth encouraging
entrepreneurial pursuits. As a result of favourable
tax regimes and dynamic research that generates
new ideas and technologies, business start up
increases, and thus employment is created under a
flourishing economy.
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Such wealth creation flourishes undér
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transparent legal frameworks and secure property
rights. That is, entrepreneurs look to reap the fruits
of their labour when successful, while tisking

their capital to start or acquire'businesses. Thus, in
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1 Professors Alexander Groh and Heinrich von Liechtenstein coordinated the research, with research assistance from Karsten Lieser.
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markets where corruption is rampant, contracts
are not respected, and peace and order are
deteriorating, the high cost of doing business
discourages investments, making any access to
incentives a fleeting advantage.
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The link between business creation and
wealth formation is through a functioning
capital market. Demand for financing, in less
developed markets, is met by commercial banks
that often take a conservative view of lending
and investment. Such conservatism discourages
risk taking that is essential to innovation and
new business development. In contrast, an
efficient capital market opens avenues for
investors to directly invest in business ventures
that commercial banks are likely to ignore.
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These premises are supported by the research
on factors that influence global funds flows for
venture capital and private equity by Groh and
Liechtenstein. Constructing a composite index
that incorporates 66 variables, 1% increase in
index score results in 0.78% increase in capital
flows to a market. Asian data indicate a slightly
lower impact of 0.68%, although varying
significantly between leaders and laggards.
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These factors are grouped into six clusters that
track relative economic, social and institutional
strengths:
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1. Economic activity: Economic size, wealth and
growth, as well as inflation and labour force
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Why the contrasting performance
in Asia (and the world)...
and what can the

laggards do about it?

— with high growth economies creating more
opportunities.
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2. Depth of capital market: Size and ease of
listing, liquidity, transparency of rules and bank
lending to start ups facilitate business formation
and fuel mergers and acquisitions.
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3. Tuxation: Incentives, difference in corporate
and income tax rates as proxy for incentives for
self-employment, and the implementation of
tax rules facilitate retention of capital gains.
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4. Investor protection and corporate governance:
Property rights, regulation, ease in seeking
legal recourse, and disclosures keep the system
honest and transparent.
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5. Human and social environment: Literacy,
labour market policies, crime, rigidity of labour
market, and the degree of corruption and
bribery influence the cost of doing business.
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6. Entrepreneurial culture and opportunities:
Ease of starting and doing business,
innovation, bureaucracy and the degree of
administrative burdens influence the rewards
that entrepreneurs can reap from their honest
labour.
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The index scores are compared with the

United States as the reference. Hence, a score
higher than 100 for a country implies stronger
performance in a particular factor relative to the
United States. The details of the components
of the Venture Capital and Private Equity
Country Attractive Index (VCPE Index) are
available at http: \\vcpeindex.iese.us/
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How Asia stacks up?
TNAERSER aner ?
Just as the depth of the financial crisis
surprised most pundits, the strength of the
rebound — particularly for Asia — confounded
even the most optimistic forecasts prior to
summer of 2009. While the IESE Business
School’s 2009 survey used data prior to the
2008 financial crisis, the relative positioning of
markets remains meaningful. This perspective is
supported thus far by the more rapid recoveries
in 2009 achieved by markets that scored highly
in the survey.
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Table 1.0 shows Asia leading Africa and
Latin America. Within Asia, Hong Kong

and Singapore, consistent top performers in



international transparency and governance
surveys, surpass Japan in investment
attractiveness.
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What divides advanced Asian economies
such as Hong Kong and Singapore from
the United States, however, has less to do
with transparency and legislation governing
business. Hong Kong and Singapore have
surpassed the United States and the developed
economies in terms of legislation, given their
higher scores on factors related to rules and
legislative frameworks such as Taxation,
Investor Protection and the Human and Social
Environment.
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When it comes to translating such favourable
legislative frameworks into outcomes, such as
Economic Activity, Depth of Capital Market,
and Entrepreneurial Culture and Opportunities,
Asia’s relative position to the United States and
developed economies tells a vastly divergent
story. This is shown in Table 2.0, where the
gaps in scores between leaders and laggards are
significant.
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Let me elaborate on this by segmenting the
Asian data into three broad categories: Adwvance
Asia — Hong Kong, Singapore, Japan and the
Republic of Korea; Emerging Asia — Taiwan,
Malaysia, China, Thailand and India; and VIP -
Vietnam, Indonesia and the Philippines.
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The virtues of advance Asian economies
are perhaps well known — transparent rules, a
qualified work force, and possession of basic
conditions that can sustain a dynamic economic
and investment climate.
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Capital market size and depth are drawbacks.
Cross border listing solves part of this problem,
whereby globally competitive companies list
their stocks in London and / or New York to
mitigate limitations of their local stock markets.
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Table 1.0 - Relative Scores of Emerging Regions vs United States

Investor

) Depth of N Human &  Entrepreneur
q Economic 3 " Protection & . P
Region .. Capital Taxation Social ial Culture &
Activity Corporate . -
Market Environment Opportunities
Governance

Hong Kong 5 Asia 89,3 37,7 137,7 107,1 106,1 77,9
Singapore 6 Asia 87,5 26,0 113,5 124,1 93,8
Japan 7 Asia 96,9 37,5 101,6 91,0 92,1 94,7
South Africa 43 Africa 53,3 18,0 115,2 73,8 34,3 30,3
Morocco 56 Africa 65,0 101,4 38,8 37,9 26,2
Nigeria 62 Africa 59,8 1013 39,7 40,0 14,7
Chile 32 Latin America 72,7 12,6 112,8 80,2 77,0 35,2
Mexico 49 Latin America 80,5 108,9 51,9 37,1 31,9
Brazil 51 Latin America 79,9 19,3 39,2 45,4 42,0 22,7
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SOURCE: IESE BUSINESS SCHOOL
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Economy

Divergent rules among Asian stock
exchanges inadvertently failed to translate
Asia’s dynamic economic growth into a deeper
pool of capital to fund Asian business ventures.
Work towards integration such as ASEAN
stock exchanges, may resolve this apparent
disadvantage by increasing the depth and size
of capital markets.
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What went wrong in practice?

B RERIEEIMLRE ?

To attract investments, developing markets
rely heavily on tax incentives. With the
exception of China, the scores on Taxation
converge with the U.S. At least on paper,

Table 2.0 - Relative Scores of Asian markets vs United States

. Depth of Prtl::‘:::::r: & Human &  Entrepreneur

LENT L. Capital Taxation Social ial Culture &

Scuity Market SRS Environment Opportunities

Governance

Hong Kong 5 89,3 37,7 137,7 107,1 106,1 77,9
Singapore 6 87,5 26,0 141,7 113,5 1241 93,8
Japan 7 96,9 37,5 101,6 91,0 92,1 94,7
Republic of Korea 13 87,7 29,8 134,6 75,7 73,6 89,7
Taiwan 23 82,2 18,7 116,9 75,8 73,2 59,9
Malaysia 25 77,5 23,0 123,7 73,3 75,8 43,2
China 28 79,7 37,7 72,1 48,6 61,4 29,6
Thailand 36 73,4 15,6 106,4 58,1 62,8 26,6
India 38 63,0 33,5 97,1 54,8 64,9 11,5
Indonesia 54 63,5 13,8 97,5 32,1 47,6 16,6
Vietnam 60 43,2 7,6 99,2 32,2 46,5 23,7
Philippines 61 60,8 9,9 96,8 38,4 38,9 11,0
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SOURCE: IESE BUSINESS SCHOOL
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The majority of family owned businesses
are held privately. Partly, the desire by founders
to retain control and confidentiality of family
fortunes dissuade owners from public listing.
For cash rich families, the incentive becomes
even less. As a result of the transition into
professional management, the impact of the
2008 financial crisis, and the more aggressive
push towards expansion and new businesses, we
may see changes to this attitude.
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Asian legislation is seen to be as transparent as
American rules.
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Turning to factors that indicate quality of

implementation — Investor Protection and
Governance, Human and Social Development
and Entrepreneurial Culture and Opportunities
— the ranking of markets start to resemble

that of surveys on transparency conducted by
institutions such as the Heritage Foundation
and Transparency International.
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Countries with low transparency scores
(i.e. more corrupt) tended to score low on
factors that indicate quality of implementation.
Hence, while the rules may resemble developed
market legislation, corrupt practices beholden
the implementation of the rules to competing
interests that render apparently transparent
rules into unpredictable regulatory framework.
Perhaps, this is best illustrated through an
example.
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Imagine a football field where each team that
qualifies to play is given access to funding and
exploit merchandising opportunities that are
lucrative. Undoubtedly, once qualified to play,
the teams execute their game according to a
set of rules that are known to everyone. Hence,
a team that gets the ball past the goal keeper
scores a point, while after a number of fouls a
red card could be issued to disqualify a player.
Up to this point, the game sounds fairly simple
and transparent for as long as the team manages
to gain entry into the football field.
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What about those teams that are trying to
gain entry?
[EBNMESEERNIKBIERERE ?
Again, imagine the gatekeeper is endowed with
an enormous influence on how rules for entry
are interpreted and implemented. Playing by
“local rules”, flexible interpretation allows the
gate-keeper to legislate, interpret and execute

a decision on who gets in. Inadvertently, this
encourages bidding for that limited slot that



allows teams to reap rich
dividends on entry. Thus, if left
unregulated and no recourse is
provided to realistically appeal
any decisions, the highest
bidder tends to gain entry. This
is plain and simple bribery!
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Relating this to private
investments, the costs of
bribery in a corrupt system
tend to outweigh incentives
offered by legislation. Consequently, as entry
fees become prohibitive with worsening
corruption, it stands to reason that there
will be fewer teams willing to play. Thus, the
market may appear excessively lucrative for
insiders, while for the majority of investors, an
“attractive” market is beyond reach.
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Actions for the laggards
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Emerging Asia and VIP suffer from this
malaise. The reaction is to legislate more
rules that in the absence of trust end up with
a system of checks and balances. However,
such checks and balances in reality create
layers of bureaucracy checking on each other.
Out of fear of being accused of plunder,
bureaucrats behave in a most natural way —
pass the buck and cover your backside. In
plain sight, this is counter-productive and
adds to bureaucratic burdens that create no
economic value.
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Economy
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One school of thought suggests that the
antidote to corruption is to elect political
leaders with integrity. The logic appears to go
as follows: with honest leaders in government,
they will work towards greater transparency
that will eliminate corrupt practices. However,
without sound policies and effective institutions
that will support and encourage sound business
practices, integrity alone will hardly unblock
the capital flows.
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If political leaders are seen as having the
roles of referees in a football game, electing
honest leaders without changing the gatekeeper
is tantamount to perpetuating an inherently
corrupt system. As the number of teams
dwindles, because corruption drives away
competitive teams that have better choices
elsewhere, monopolists assert their power and
influence that eventually overcome even the
best intentioned political leadership.
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Therefore, laggards can only hope to attract
more investors into their field if they change
the mechanics of access — and boot out the
gatekeeper that nurtures corrupt practices.
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Laggards such as VIP and emerging Asia
have their tasks cut out for them. Rather than
creating more rules to fight corruption, and
increasing incentives to attract more investors,
they need to focus on reducing the bureaucratic
burdens of investments. Specifically, they may
consider the following areas of action:
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1. ASEAN capital market integration: ASEAN
as a trading bloc potentially offers greater depth
than its individual markets. By allowing shares
to be freely listed and traded in an ASEAN
exchange, or cross listing among qualified
member states, international competition
provides incentives to laggards to shape up
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because inaction carries greater penalties.
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2. Rationalize bureaucracy: Unlike Hong
Kong, Singapore and Japan, where the best
and the brightest talents are attracted to a
professional bureaucracy, laggards share one
legacy — jobs in bureaucracy are often seen

as rewards for political patronage. Without
professional careers to build on, incentives

to stay for even the most patriotic diminish.
Hence, professionalizing the bureaucracy is
the first step towards reducing inefficiency and
bureaucratic burdens.
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3. Simplify rules: Multiple agencies responsible

Investment:

As a rule of thumb, the
incentive to Circumvent

the rules increases with the
degree of complexity

for investment promotion, licensing and
incentives may need to be consolidated under
a unified entity. Making bureaucracy serve
business and its public is a starting point,
so that business can focus on the tasks that
make business work. As a rule of thumb, the
incentive to circumvent the rules increases
with the degree of complexity — more so as the
bureaucratic process becomes cumbersome.
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4. Adbere to the rules: With fewer rules to
comply with and police, governance focus
is on ensuring transparency and the proper
functioning of a market economy.
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US President Ronald Reagan made a useful
distinction between trusting and making a deal
work. When Mikhail Gorbachov told Reagan
to trust him during their nuclear weapons
reduction negotiation, Reagan responded —
Trust but verify!
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To emerge and join the league of global
leaders, laggards need to look beyond political
leaders of apparent integrity for deliverance.
They need to work hard so that investors
and bureaucrats can verify that the rule of
law is alive and well. This is the essence of
transparency.
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